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Abstract
To properly assess the effect the Puerto Rico special
partnership law will have on a real estate syndication, a
comparative investment analysis is made between the United
States and the Puerto Rico partnership tax benefits. The
same hotel syndication under the same investment
assumptions is used to analyze returns under their
respective tax benefits. The key measure of investment
performance is the internal rate of return.
Puerto Rico's special partnership investors obtained an
internal rate of return of 13.03% as compared to a 22.23%
for the limited partner under the United States law. The
intent of the Puerto Rico law is to promote capital
investment. However, due to low levels of allowable
losses, a long depreciation schedule and the lack of
investment tax credits, this tax legislation will not
generate attractive returns to promote investment. The law
must be amended if it is to meet the intent.
Thesis Supervisor: James McKellar
Title: Professor of Architecture and Planning
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INTRODUCTION
On Puerto Rico
Located in the Caribbean, Puerto Rico is the smallest of the
Greater Antilles, with 3,435 square miles and a population of
over 3.5 million.
Its official name is The Commonwealth of Puerto Rico. Span-
ish is the first language and English is widely spoken as a
second language.
In 1952, pursuant to Public Law 600, enacted by the United
States Congress, Puerto Rico drafted its own Constitution
and became a Commonwealth of the United States.
The Commonwealth Status grants Puerto Rico autonomy over its
internal affairs while sharing common citizenship, currency,
markets, and defense with the United States. Federal legisla-
tion, encompassed in the Puerto Rico Federal Relations Act
provides tax exemption to all Puerto Rican residents, from
income derived in Puerto Rico.
Since the founding of the Commonwealth on July 1952, Puerto
Rican voters have overwhelmingly supported either, the Popu-
lar Democratic Party or the New Progressive Party, Both are
in favor of a continued close relationship with the United
States. Ninety five percent of the total votes in the last
election were cast for these parties, reflecting the health
of the United States - Puerto Rico relationship.
The key to Puerto Rico's modern day success has been rapid
industrialization, made possible by a unique dual program of
industrial tax exemption established in 1953. Under section
936 of the Internal Revenue Code of the United Sates, U.S.
corporations receive a 100% credit against taxes on earnings
of subsidiaries established in specified areas of the island
(1). Complementing this federal tax incentive, Puerto Rico
offers exemption from Commonwealth taxes to manufacturing
operations. Section 936, has been a very powerful tool in
attracting capital investment to Puerto Rico.
Today, these subsidiaries have approximately $12 billion
invested in Puerto Rico. Of these, $6.4 billion are in bank
deposits funding, commercial and industrial loans as well as
certain personal loans. An additional, $1.3 million is pre-
sently financing general mortgages and real estate in Puerto
Rico (2) . For these subsidiaries to retain their Common-
wealth tax exemption, the funds generated from their local
operations must be invested locally in activities which tend
to increase production, income and employment in Puerto
Rico. For example, 936 funds are used to finance housing
units with 25-year mortgages at interest rates four to six
points below conventional mortgage rates. Currently, this is
done through the creation of a "Mortgage Trust" developed for
Puerto Rico by the Government Development Bank in coordina-
tion with the Housing Department. In its first stage it will
channel $116 million into mortgages, generating 4,200 housing
units (3).
The United States Congress is now considering a revision of
the Nation's complex tax policies and laws to establish just
priorities and policies with regard to revenue collection and
government expenditures. A number of people in Washington
perceive the section 936 program as an enormous loophole
through which hundreds of millions of dollars in federal
taxes escape every year. As a consequence Puerto Rico's tax
incentive program has again come under scrutiny.
Responding to a possible phase-out of what has been the prime
force behind progress, Puerto Rico is turning its promotional
efforts elsewhere, mainly Europe, Japan, the Caribbean and
for the first time towards itself. The objective of this new
endeavour is to diversify sources of capital. To accomplish
this, Puerto Rico is aggressively seeking to establish tax
agreements with other nations such as Japan to encourage mas-
sive industrial investment.
In the Caribbean, Puerto Rico is developing the concept of a
twin plant program to be implemented in conjunction with
other nations participating in the Caribbean Basin Initiative
Program. The concept would involve a Puerto Rico 936 company
who would complete an unfinished product coming from one of
the neighboring countries.
As to Puerto Rico itself, the present administration is
emphasizing the development of local enterprises. Present
investment incentives programs benefit institutions such as
936 companies. These companies create the capital market for
investors. By providing preferential tax treatment to indi-
viduals the government directs investments funds available
from these companies to areas which are considered to be in
need of capital infusions.
To promote local enterprises and capital investment, Puerto
Rico has amended its Income Tax Act to offer preferential tax
treatment to partners investing in Special Partnerships.
Special Partnerships in Puerto Rico are essentially the equi-
valent to limited partnerships in the United States. The
areas of interest which would qualify for this special treat-
ment are dealt with in more detail in the following pages.
Prior to this Income Tax Act amendment, Partnerships in
Puerto Rico were treated as corporations taxed at rates as
high as 71%. This tax burden did not help promote, but rath-
er prevented, the use of a partnership for capital invest-
ment.
On Limited Partnerships
A limited partnership is a voluntary association of two or
more persons who will act as co-owners of a business for
profit. Syndications are used by sponsors or developers to
obtain investors who provide funds required to engage in a
real estate enterprise.
In the United States, real estate syndication is a $12
billion industry providing a sustained capital market for
investment. In 1982, Wall Street produced an estimated $5
billion of equity that bought $20 billion of real estate (4).
As many as four out of every five real estate development
projects undertaken in the United States involve a syndicator
who provides either debt or equity (5).
A partnership is chosen as a form of business entity for the
principal purpose of allowing the income and deduction to
pass through from the partnership to the partners in their
individual capacity thereby avoiding double taxation and
resulting in higher returns to investors. Investors gener-
ally select to invest as partners in a syndicated partnership
to benefit from portfolio diversification, centralized man-
agement, increased bargaining power, cost savings and access
to professional management.
The advantages of a limited partnership are a function of its
hybrid status somewhere between a corporation and a general
partnership, with centralized management and limited liabil-
ity. There are two kinds of partners in a partnerships. The
general partner is an active investor, who has a voice in
the management of the properties and is subject to unlimited
liability. The limited partner, is a passive investor, who
has no voice in the management of the properties and has
limited liability. A limited partner does have the same
rights as a general partner to inspect and copy the books of
the partnership; to demand true and full disclosure of infor-
mation on the partnership affairs. In addition, a limited
partner has the same rights a general partner to obtain dis-
solution of the partnership in the event of fraud or breach
of contract. Limited partnerships consist of one or more
general partners and one or more limited partners.
Syndication offerings can be private or public. A private
offering could be less than thirty five partners, while a
public offering consists of more than thirty five indivi-
duals.
In Puerto Rico any offering involving the sale of a partic-
ipation in the special partnership, public or private, is
considered a security and therefore must file registration
documents with the State Security Bureau of the office of the
Commissioner of Financial Institutions of Puerto Rico. If the
offering is small, a request for exemption from registration
is required.
In addition to the security registration, investor's suit-
ability standards must be met. In a public offering, Blue
Sky laws or State regulation, require that all securities
salespersons be registered under local jurisdiction.
The Puerto Rico Securities Bureau did not have real estate
securities guidelines established when special partnerships
were approved. As a result the division is presently in the
process of adopting guidelines applicable to real estate
syndications. The guidelines are being modeled after those
established by the National American Securities Administrator
Association (NASAA).
These guidelines are known to be rigid and if adopted exactly
as those outlined in NASAA, they will make it very difficult
for small local enterprises to become special partnership
sponsors of large public offerings. For example, the net
worth requirement of sponsors, who will be liable for the
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debt of the program, must be commensurate with any financial
obligations assumed in the offering and in the operation of
the program. At the time of the offering a sponsor must
have, at least 5% of the gross amount of the current offering
sold within the prior 12 months and an additional 5% of the
gross amount of the current offering, to an aggregate maximum
net worth for this purpose, of one million dollars; (exclu-
sive of home, automobile and home furnishings)(6).
This will limit the sponsorship to major financial institu-
tions who will have no problem meeting the requirements.
Although the market outreach of these institutions would be
much greater than that offered by boutique size sponsors,
but so will their front load fee. The cost and fees associ-
ated with limited partnerships sponsored by large financial
institutions are as high as 20 to 30 percent of the initial
investment (8). These high fees make it more arduous for
partnerships to provide partners with the expected return on
their investment.
ANALYSIS OF THE LAW
Legislative History
In 1984, the Puerto Rico Senate contracted the services of
Laventhol & Horwarth, a professional association of public
accountants, to draft a proposed bill of law to amend the
Puerto Rico Income Tax Act. The amendment was to provide
preferential tax treatment to partners in a Special Part-
nership, engaging in an eligible business activity. These
activities are limited to: construction, land development,
rehabilitation of structures and buildings, sales and rentals
of buildings, manufacturing, tourism, agriculture, export of
goods and services and cinematography.
The mandate was clearly stated. The Senate did not want a
copy of the United States version on limited partnerships.
They sought a Puerto Rican version of limited partner-
ships. (9)
Until then, Puerto Rico's Civil Code had provided unlimited
liability for members of these partnerships. In an effort to
make this law more appealing to investors, an amendment was
made to the Code providing limited liability to a partner in
a special partnership.
The amendment did not differentiate between a general and a
limited partner, therefore, the law presently provides lim-
ited liability to both limited and general partners. The
amendment did not provide guidelines on the forms of organi-
zation or organizational requirements (10). In this regard
the United States Limited Partnership Law provides specific
rules on general and limited partners rights and obligations;
in addition to rules on misrepresentations and procedural
defects which may cause loss of limited liability.
Due to the nature of the project, after the amendment was
approved, the Governor of Puerto Rico requested an analysis
on Special Partnerships from the Department of Justice. The
Justice Department's response to the request has been a
draft of a new proposal, which has not been submitted for
consideration to the Governor as of this writing. This draft
is not a public document. Yet, I have been informed that the
Justice Department's objective is to develop permanent and
temporary regulations providing protection for all parties
involved in a Special Partnerships. The degree of flexibility
of these regulations is not known.
The regulations on Law Number 8, as of July 1986, have not
been approved. Laventhol & Horwarth, the firm responsible
for drafting the regulations, has suggested to the Justice
Department that it include a registration requirement for
special partnerships in the Department of the Treasury of
Puerto Rico.
Intent of the Law
The law intended to stimulate capital investment in construc-
tion, land development, rehabilitation of buildings and
structures, sales and rentals of buildings, manufacturing,
tourism, cinematography, agriculture and export and import of
services and goods. By repealing the double taxation imposed
on partnerships in Puerto Rico the government would stimulate
investment in these areas. Partnerships were previously tax-
ed at rates as high as 71%.
The new law emphasizes the real estate industry, and parti-
cularly its related construction field which is recognized as
generating the quickest economic results. The construction
and real estate industry in Puerto Rico at present records
the lowest employment levels of all industries. The areas of
construction, agriculture, finance, insurance and real estate
represent 13% of total employment.
Puerto Rico's current official unemployment rate is 19%.
In June 1986, the Puerto Rico Labor Department reported the
following employment breakdown for these job classifications:
Industry
Public Administration
Service Industry
Commerce
Manufacturing
Transportation/Communication
Agriculture
Construction
Finance, Insurance &
Real Estate
Total
Total Employment
197,000
158,000
153, 000
145,000
49, 000
37,000
35,000
26,000
801,000
These figures represent only salaried individuals; self
employed parties are not included (11).
A study on the collective impact of creating this law was
never done. The Treasury Department of Puerto Rico did not
prepare an economic study on the capital formation which was
expected to result from this law. The real estate industry
did not participate in the development of the law and there
is no evidence of studies analyzing the impact on market
rents and real estate sales. No apparent assessment of the
market for special partnerships seems to have been done. The
employment expected as a result of this new law was also
disregarded. In general, the number of participants in the
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development of this law was somewhat insignificant. There
should have been additional involvement.
The intent of a law should reflect ways in which the
provision will help meet Puerto Rico's needs. These needs
must be measured and assessed. Without the result of these
measurements, how are we going to come up with effective ways
of facilitating and supporting the intent? This would be the
equivalent of a manufacturing company developing a new
product without even looking at important factors such as
market needs, consumer orientation, competition and alterna-
tive forms of production.
As stated by Edgardo Sanabria, Assistant Secretary of the
Treasury of Puerto Rico, Internal Revenue and Collections
Administration, "the law is not intended to create a tax
shelter" (12) . A tax shelter is an investment in which a
significant portion of the investor's return is derived from
the realization of tax savings on other income, as well as
the receipt of tax free cash flow from investment itself.
Puerto Rican taxpayers have had no access to investment tax
shelters securities, in addition they have been subject to
high tax brackets for many years. There has been little room
for tax savings other than tax evasion and the government is
well aware of this fact. We cannot have successful legisla-
tion unless the needs of the public are met. There is an
obvious need for tax shelters not only for the benefit of
the investor but also for the benefit of the government, who
legislates with the purpose of promoting capital formation.
Summary of the Tax Act and Comparison of Tax Benefits.
A comparison with the United States present tax benefits for
limited partnerships must be made to appreciate the effect of
the Puerto Rico Special Partnership Law. Due to the possibi-
lity of a major tax reform in the United States, I will
discuss the impact some of these possible changes may have on
a partner's return on investment. There are over four
different tax proposals under consideration at the present
time. For the purpose of this analysis we will mainly
be looking at the Senate Finance Committee's version.
To assist the reader in visualizing the impact of some of the
tax provisions, where applicable, I will refer to the results
obtained from the real estate syndication designed specifi-
cally to assess this tax law.
Qualifications
In Puerto Rico to qualify as a special partnership, it must
meet the following requirements:
1) 70% of the gross income generated by the partnership must
be from sources in Puerto Rico
2) 70% of the income must result from the active conduct of a
trade or business in one of the following areas:
a. construction business
b. land development
c. rehabilitation of buildings and structures
d. sales and rentals of buildings
e. manufacturing (generating substantial employment)
f. tourist business
g. agriculture
h. export of goods and services
i. film production
Partnerships which enjoy the benefit of tax exemption under
the provision of any of the industrial tax exemption laws
will not be able to elect the limited partnership status.
In the United States limited partnerships are permitted to
engage in any business that the partnership may decide to
take on. However, under the Uniform Limited Partnership Act
of 1976, States may exempt certain businesses. Banking and
insurance are most often prohibited activities.
At a federal level there are no requirements governing the
source, type and amount of income required for a limited
partnership to retain its preferential status. By establish-
ing no specific limitations on the activities, the level and
type of income generated by the limited partnership, the
Federal legislation allows for a wide spectrum of the economy
to benefit from its preferential tax treatment.
Taxation
Partnership Income and Deductions
Puerto Rico limited partnerships are not subject to taxes at
the partnership level. A flow of income to its partners must
exist. The partners will be responsible for the income tax
attributable to their share of net income, as if the activity
had been performed in their individual capacity.
The Special Partnership's gross income for any taxable year
will be computed as for any other partnership. The same holds
true for computing net income or loss, except that in Puerto
Rico:
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a. net operating loss deductions are not allowed.
b. credits against tax are not allowed.
c. credits of corporations and partnerships are not allowed.
d. capital gain or loss will be allowed.
e. flexible depreciation will be allowed.
note: flexible depreciation is a form of accelerated
depreciation which allows for the depreciation of
an asset to a maximum of 85% of the taxable income
of the business for 1986, and 100% for 1987 and
thereafter. A loss can not be shown in the return.
In the United States, recognition of capital gains or losses
and the use of flexible depreciation, will not be allowed at
the partnership level. By allowing this provision investors
in Puerto Rico reduce their tax liability substantially at
the time of the sale of an asset. This means an increase in
the expected return to an investor whose investment benefits
have been projected to come mainly from futures or sales
proceeds of the asset.
In the case study, the breakdown of the internal rate of
return for the Puerto Rico investors shows 48.77% of his
total return coming from sales proceeds. The United States
limited partnership, not having these benefits, will obtain
a 23.16% return. (exhibit 9 and 11)
One of the proposed changes in the United States tax reform
is the exclusion of the capital gains provision. This will
have an adverse effect on investors returns. Under this new
proposal, capital gains will be taxed at regular income
rates. The tax rates will also be changed. Lower tax rates
from a maximum of 50% to 27% under the Finance Committee
version, will mean a 30% increase in taxes. If the tax rate
was lowered to 35% as opposed to 27% the after tax adjusted
rate of return for a typical "2 to 1" real estate syndication
drops an average of 30% (13).
Amount to be Included in a Partner's Return
Any Partner must include in his tax return his distributive
share in the net income or loss of the partnership. In Puerto
Rico there is a very significant limitation on the recogni-
tion of losses. The partner's share in the loss of a part-
nership, including capital loss, may only be recognized
to the extent of:
1) the adjusted basis of the partner's interest in the
partnership at the end of the taxable year or
2) fifty percent of the partner's net income, determined
before considering such loss from all sources.
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Any excess of the loss over the adjusted basis may be taken
as a deduction in future years when there is enough basis,
subject to the 50% limitation.
For purposes of loss recognition only, the adjusted basis of
a partner's interest may be increased by his share of non-
recourse debt. The general partner will be allowed to in-
crease his basis by his share of recourse debt plus his
share on nonrecourse debt.
At the present time, the United States law on limited part-
nerships allows an investor to recognize losses to the ex-
tent of his adjusted basis at the end of the taxable year.
The law does not limit the extent of the loss to the invest-
ors income in any way.
By establishing a limit as to the amount of losses an inves-
tor can claim, Puerto Rico is removing a substantial portion
of the tax shelter benefits from the investor. The pass
through of losses to the investor, which represent tax sav-
ings, has been the driving force behind these investments.
It is this tax saving that represents the bulk of the return
to the investor, limiting the losses the investor can claim
substantially reduces his return. The breakdown of the part-
ners internal rate of return will reflect this. The Puerto
Rico special partner will receive 23.59% of his internal rate
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of return from tax shelter benefits, where as the United
States limited partner will receive a 58.97% of his internal
rate of return from tax savings.
In addition, there may be instances where this provision will
limit the market for this instrument to very few investors
who must have substantial net taxable income to take full
advantage of the tax benefits. This limits the marketabil-
ity of the investment vehicle to a small number of investors
who must have substantial net taxable income to fully benefit
from these losses. The case study shows that for an investor
to fully benefit from the losses which are passed through to
him in his first year of investment, his net taxable income
must be no less than $70,000. The income requirement will
vary depending on the size of the offering and the number of
participant. (see exhibit 13)
In the United States, under the Finance Committee tax reform
proposal, the possibility exist of limiting the offset of
losses to similar sources of income. This may diminish the
attractiveness of tax shelters. Nevertheless, this could
result in an increase in real estate holdings among investor
who wish to match these losses. In Puerto Rico, the limita-
tion of losses will have the opposite effect, that is, there
will be no incentives to increase real estate equity holdings
if they are unable to benefit from the losses generated.
A tax reform proposal which would affect the United States
limited partnerships is the extent of the at-risk rule to the
real estate industry. This would mean the investor will only
be allowed to claim losses to the extent of his investment.
If enacted, this particular change will have no impact on
investment returns from real estate. Investors in the United
States have been attracted to limited partnership because non
recourse debt limited their exposure to downside risk. Many
investors will not accept the significantly higher risk which
would arise if the at risk rule is extended(14).
Partner's Distributive Share
In both the United States and Puerto Rico, the distributive
share in the net income or loss of the Special Partnership
will be determined by the partnership agreement. If distribu-
tions are not within economic realities, the government can
remove their preferential tax treatment.
Determination of the Adjusted Basis
The adjusted basis of a partner's interest in a special
partnership shall be determined by the sum of the basis of
such interest, increased or decreased, but not below zero, by
the partners distributive share in the partnership's gain or
loss, and decreased by the distribution of the special
partnership as follows:
1) by the sum of any money distributed,
2) by the basis for the partner of property distributed
other than money, and
3) exempt interest distributed will not reduce the
adjusted basis of the partner's interest.
This provision is the same for the United Sates and Puerto
Rico, except for exempt interest distributions. In the United
states this distribution will be treated as any other type of
distribution which reduces the partners adjusted basis.
Obviously, this will mean that an investor in Puerto Rico
will be able to obtain greater benefits form his cash distri-
butions and his tax basis which determine what percentage of
his income will be taxable.
Basis of the Partner's Interest
If interest has been acquired by the contribution of money or
other property, the basis will be the amount of money
contributed or the adjusted basis of the property to the
partner at the time of the contribution.
If the property contributed is subject to a lien, then the
basis of the partner's interest will be the adjusted basis of
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the property at the time of the contribution, decreased by
the portion of the lien of which the partner is relieved and
increased by any recognized gain to the partner at the time
of contribution.
If the property contributed has been flexibly depreciated,
the basis of the partner's interest will be the flexibly
depreciated adjusted basis, increased by the gain or de-
creased by the loss at the time of the transaction. Recog-
nition of gain or loss on flexibly depreciated property is
optional.
The United States offers the same provisions, except that
limited partners do not have the option or flexibility of
not having to recognize a gain or loss on property depreciat-
ed at an accelerated rate. This provision provides the Puerto
Rico partner with tax saving at the time of the sale of an
asset. These savings may not be realized since most investors
will not be using flexible depreciation. Flexible deprecia-
tion is a form of accelerated depreciation which allows for
deductions only to the extent a loss is not shown, resulting
in only a wash which does not result in substantial tax
savings.
Recognition of Gain in Non-Liquidating Distribution
26
In Puerto Rico, a partner will only recognize a gain in a
non-liquidating distribution of profits to the extent the
money received exceeds the adjusted basis of the interest in
the partnership, immediately before the distribution, except
when it arises from exempt interest.
For recognition of cash distribution purposes in Puerto Rico
the adjusted basis does not include the partners share of
nonrecourse debt. This means that the basis from which
taxable income is calculated will be low since it will only
consist of contributions minus losses plus gains. This will
result in a lower after tax return to special partnership
investor who must pay capital gain taxes on cash distribu-
tions once they have exhausted their small tax basis.(see
exhibit 14).
The United States partnership includes its share of
nonrecourse debt in calculating the tax consequences of cash
distribution. This flexibility allows the limited partner to
shelter cash distribution which would otherwise be taxable.
Taxable Year
The Puerto Rico partnership may adopt any taxable year
independently from the taxable year of its partners. The
accounting method that the special partnership elects must be
the same method used by the partners. This will be the same
for both special partnerships and limited partnerships.
continuity
Special partnerships in Puerto Rico do not cease to exist
automatically by reasons of death, introduction of a new
partner or the liquidation of the interest of a partner. In
the United States this will be the case only if specifically
stated in the partnership agreement.
Transactions Between Partners and the Partnership
In Puerto Rico, other than in his capacity as a member of the
partnership, these transactions will generally be considered
as occurring between the special partnership and one who is
not a partner, except with regards to sales or exchange of
property. The United States holds the same provision.
Treatment of Expenses
Under the Puerto Rico Special Partnership law, organization
costs and syndication fees incurred to structure and promote
the sale of Special Partnership interests are deductible as
incurred. Interest paid by the partnership is deductible by
it, except for construction period interest which may be
capitalized and amortized over the life of the property.
Otherwise it could be expensed as incurred.
The United States does not provide for this allowance. Cons-
truction period interest and taxes are deductible as incurred
only in low income housing projects. Otherwise, they are
amortized and capitalized over a ten year period. Syndication
fees are not deductible or amortizable in the United States.
These flexible allowances represent for the Puerto Rico
partnership substantial losses which are passed through to
the partners mainly at the end of the construction year.
However, because of their loss claim limitation, many of
these losses may be of no good to investors who are limited
by the extent of their tax basis or up to a maximum of 50% of
their net taxable income which ever is lower.
Depreciation
As a general rule in Puerto Rico, concrete buildings and
structures are depreciated over a useful life that may be as
long as fifty years. New concrete buildings built or build-
ings acquired after January 1, 1976 not used for any purpose
until after that date, and destined for rental with resident-
ial purposes, may be depreciated over a thirty year period.
Concrete buildings in which construction did not begin until
after May 31, 1980 and destined for residential purposes, may
be depreciated over a fifteen year period.
Flexible depreciation, a form of accelerated depreciation, is
allowed for assets used in a Special Partnership. But, the
deduction is subject to a maximum of 85% of the taxable
income of the business for 1986, and 100% for 1987 and
thereafter. A loss cannot be shown in the return.
The United states presently allows for accelerated deprecia-
tion under the Accelerated Cost Recovery System (ACRS), over
a fifteen year period for low income housing and an eighteen
year period for any other type of structure.
This is an area where at the present time, the United States
provides much greater tax savings to the investor. Two ele-
ments contribute to the substantial difference. The first
is the allowable depreciation over a much shorter period of
time. By providing shorter depreciation periods the United
States allows the investor to benefit from great losses
generated by an accelerated depreciation. This factor is what
makes this investment a tax shelter. However, as in the case
study, in the United States when taking advantage of invest-
ment tax credits the allowable depreciation is the straight
line method over an eighteen year period.
The second factor contributing to a much greater return for
United States partnerships is the allowance of a shorter
useful lives of an asset. Puerto Rico offers its special
partnership investors the exact opposite, very long depre-
ciation schedules and very long useful life for depreciable
assets. These two factors combined do not generate attractive
returns to investors.
In the case study for example during the first year one can
see the substantial difference in amount of depreciation
allowed in Puerto Rico under a 30 year depreciation schedule,
569,293 vs. 1,149,123 for the United States. The amounts are
very different despite the 18 year straight line method used
in the United States; which could be double that amount under
an accelerated method.
The Finance Committee proposed tax reform, attempts to
increase the time over which an asset may be depreciated,
from the present eighteen years to 28 years. Even with the
change on the period of time over which an asset is depre-
ciated the useful life will remain short. This will have a
very negative effect on the return for investors.
Investment Tax Credits
The Puerto Rico Special Partnership law does not provide for
the allowance of investment tax credits on assets under a
Special Partnership.
The United States allows for investment tax credits of 6-10%
for qualified business properties and an additional 25% for
the rehabilitation of historic properties.
Investment tax credits, allow investors to take direct credit
against tax liabilities. These credits represent substantial
tax savings to investors specially those involved in historic
rehabilitation. The case study involves rehabilitation and
therefore the investment tax credit available is rather
substantial. It is the investment tax credit the one factor
responsible for the continuous flow of tax losses generated
by the United States limited partnership.
The United States implemented the concept of investment tax
credits in 1978 to promote capital investment, to encourage
the modernization of American industry and to eliminate high
levels of obsolescence. Rehabilitation of historic building
in many downtown areas was a major beneficiary of this
provision (15).
Prior to 1931, when the Federal Economic Act was introduced,
investments in income producing properties was solely
motivated by the economics of the project. Tax factors were
not important. Preference for real estate investments re-
sults from the recognition of the business concept on de-
preciation, the government decision to tax capital gains
income at reduce rates and the advent of the regular monetary
inflation.
In 1981, the Economic Recovery Tax Act (ERTA) changed the
allowable depreciation schedule from 44 years to the 15
year Accelerated Cost Recovery Method, thereby providing a
whopping 123% increase in tax benefits. This provision was
also responsible for a tremendous increase in property value.
In addition, the capital gain exclusion was raised to 60% .
In 1984, another tax recovery act (TEFRA) Tax Equity and
Fiscal Responsibility Act, changed the 15 year ACRS to eigh-
teen years. This was not applicable to low income housing.
This year real estate benefits may once again be changed. A
great number of the changes proposed will be detrimental to
the real estate industry.
An article by Stan Ross in Real Estate Review, demonstrates
that should the at risk rule be applied to real estate
assets, a lower tax rate is adopted to the level of 35%, the
60% tax exclusion were repealed, a limit on excess investment
interest deduction of $5,000 and an increase in the capital
cost recovery system were made, rents would have to increase
or profits would drop (17).
In his analysis Ross proved that in the case of multifamily
property rents would have to rise by 13% while rents in com-
mercial properties would have to face a 7.5% increase. The
difference was based on the depreciation schedule used.
There is no doubt that tax legislation is and has been used
as tool to subsidize new investment. It is no coincidence
that the syndication boom began taking place in late 1970's
and early 1980's. It was during this period that the govern-
ment allowed for the use of investment tax credits, shorter
depreciation schedules and the exclusion of the 60% capital
gains. All of these factors provided investors with substan-
tial tax savings.
Syndications were geared towards deep tax shelters for very
wealthy individuals. Today, in response to a changing tax
environment, syndicators are diversifying. Syndications
include anything from tax shelters to taxable income debt
funds. As the market expands the number of different products
multiply.
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Tax legislation does not only rule what syndicators should be
marketing but most important they serve to control markets.
In 1981, when the government of the United States approved
the 60% tax exclusion and reduced the depreciation schedule,
the Nation was in real need for capital formation. We saw an
increase demand for real estate investments. The public not
only saw the inflation advantage of the investment but they
also saw the tax savings; They focused on returns. Investors
often overpaid for investments to obtain the tax benefits. We
have seen the Syndication industry grow an average of 25-35%
in the last fifteen years (18).
If the United States did in fact approve a major tax reform,
this would not be the end of the real estate investment mar-
ket. It would represent the end of the need for the govern-
ment to continue subsidizing the real estate industry.
But, it would influence a decrease in real estate prices,
this is now happening in the commercial end of the industry.
A diminution in tax benefits will undoubtedly result in a
price decrease. Developers are going to limit the number of
projects, at least for a while, until they come up with new
creative ways to finance their project. This halt in develop-
ment will allow for the commercial real estate market to
absorb the present national vacancy rate of 20%. (19). As a
result of the elimination of the 60% capital gain, we may see
more of a traders mentality in the real estate industry.
Application of the Law
The Deal
To help visualize the effect of this special partnership law,
the building will be syndicated under the the present tax
provisions for limited partnerships in the United States and
under the special partnership tax act of Puerto Rico.
The project to be structured for syndication in this case
study is an existing hotel. Although, hotels in Puerto Rico
may benefit from industrial tax incentives, the law does not
allow for the use of these industrial incentives in a special
partnership. Tourism tax incentives programs are also
available to hotels. However, these will not be taken into
consideration in the financial analysis since the purpose of
the study is to assess the effect of the special partnership
law, without additional benefits which could distort the real
effects of the law. Without these incentives hotel room rates
and operating policies may be different to those presented in
the case study. This was taken into consideration in the de-
velopment of projected cash flows.
The law is applied as it would be applied to a commercial or
residential building which does not have access to special
incentive programs.
The analysis begins with the present situation, involving the
following factors:
* The investment is a small city hotel designated a histor-
ic land mark. Investment tax credits will be provided to
the United States limited partnership for the rehabilita-
tion of the hotel.
* The project has been set up for a 10 year holding period,
at which point the building will be sold. A ten percent
capitalization rate is used to estimate sales price.
* The total estimated cost of remodeling the seven story
building is $8,025,600 (this includes site work).
* The total investment cost in the construction year is
$6,697,364. (see exhibit 2A)
* As presently configured, the building has a total gross
floor area of 173,000 sq.ft., it has a capacity of 190
rooms ( 180 singles and 10 suites ).
* The property is financed for a total of $12,523,023 at a
10.25% fixed mortgage rate with a 10 year term and a 30
year amortization period representing 75% of the total
cost. The annual mortgage payment is $1,392,023.
* A total of 100 limited partners will provide 25% of the
total cost. They will make contributions to cover all
cash shortfalls during the first four years. These con-
tributions will be made in equal amounts by all partners.
* Return on investors capital will be an annual 8%. This
return is guaranteed, during the entire holding period.
* 90% of the sales proceeds will also go to the limited
partners and the remaining 10% will be distributed to
the general partner.
Many lenders are taking participating positions in the form
of income or equity participation. This increase in partici-
pation from hotel financing in the form of income has resul-
ted in lower yields to equity owners. To avoid further ero-
sion of already low returns for Puerto Rico Special Partner-
ships, a decision was made to avoid equity participation
financing.
Another consideration in the decision of financing by means
of a conventional mortgage as opposed to a participating
mortgages was the issue of whether a partner (the bank as an
equity holder) would be allowed to make a non recourse debt.
This would have been the case if the lender was to take both
a debt and equity position. The United States Internal Reve-
nue Service has asserted that if the partner-lender ultima-
tely has liability on such a loan the loan is a recourse debt
(20).
Lodging properties which rely on the success of the business
are often viewed as high risk investments with tremendous
upside potential. Thus, banks and all other financial insti-
tutions will charge more for financing, if they hold no
equity participation in the project. Greater perceived
exposure will also affect the cost of financing.
The following is a summary of the economic assumptions used
in the financial analysis of the Normandie Hotel Syndication.
Occupancy and room rates, along with all other assumptions
are based on Caribbean hotel averages. These were provided
by Laventhol and Howarth.
Assumptions Used in Projecting Gross Income
* Food as a percent of rooms sales 35%
39
* Beverages as a percentage of room sales 21%
for a combined total of 56%
* Telephone as a percentage of room sales 3.34%
laundry and other 3.71% for a combined total of 7.05%
* Parking, $1.50 per occupied room for the first year, with
a projected annual increase of 3%
* Discoteque, $150,000 the first five years, with a 10%
increase in the first five years, a 7% increase in the six
year and a 25% increase in the tenth year. Banquet, has
been assumed in food.
Assumptions Used in Projecting Cost of Sales
The following are percentage cost of sales for each dollar
in revenue for respective divisions.
* rooms -- 35% of total revenues
* food -- 90% of total revenues
* beverage -- 70% of total revenues
* parking -- 70% of total revenues
* discoteque -- 10% of total revenues
* stores -- 5.0% of total revenues
* telephones -- 85% of total revenues
* laundry and others -- 60% of total revenues
Assumptions Used in Unallocated Expenses
* General and Administrative expenses are assumed to be
9.41% of total revenues.
* Advertising expenses are assumed to be 3.50% of room
revenues. Utilities are projected at 9.87% of total room
sale.
* Repair and maintenance expenses are assumed to be 3.60% of
total revenues for the first year. All years thereafter
the percentage assumed is 5%.
* Management fees are assumed to be equal to 4.0% of the
total revenue.
* Occupancy rates have been projected to begin at a rate of
55% reaching a stable 80% by the tenth year.
* Room rates begin at $80.00 a night, with a projected price
increase of 7% for the first five years and a 4% on the
remaining five.
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* Unless otherwise specified the assumptions made apply to
the entire ten year holding period of the investment.
On the Normandie Hotel
The Normandie Hotel is a foreclosed, derelict structure, on
waterfront property in Puerta de Tierra, San Juan. Located
in a tourist - commercial zone, between the Caribe Hilton
Hotel and an Olympic sport center, the Normandie was con-
structed in 1939. The designer was the architect Raul G.
Reichard.
The structure is oval, featuring a cruise ship style, with
grandiose open air interiors. Its architecture has been
classified as neo-espaniola, literarily translated to new
spanish style.
The structure is constructed of steel and concrete. The
building is presently owned by the Federal Internal Revenue
Service who foreclosed the property over twelve years ago for
lack of social security income tax payment.
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Facilities in the Hotel include a glamorous ground floor
lobby pool and terrace with an outdoor cafe, two ball-rooms,
an executive meeting room, additional terraces and a sun
deck.
The site has the capacity of accommodating 200 vehicles, in
addition to unloading facilities. The site also provides for
access of "El Escambron" beach facilities.
A unique feature on this in-town small hotel is its ability
to offer the rare combination of being in center city, on the
beach and minutes away from the 16th century, fortress-walled
living museum of Old San Juan, an attraction for tourist from
everywhere.
The Normandie Hotel intends to meet its estimated occupancy
rates by maintaining a conscientious hotel management program
which will be responsible for keeping a constant refurbishing
program.
Adverse effects on the tourism industry in Puerto Rico, and
hotel registration in particular, are brought about by econo-
mic recessions and tight money situations suffered in any
part of the world in any year. This is true particularly
in the United States which represents Puerto Rico's greatest
tourist market. Nevertheless, the tourism industry and hotel
registration statistics have demonstrated continued strength
over the years.
Present and projected occupancy rate for hotels in Puerto
Rico are:
* Condado Hotel Plaza, reported the month of June finished
with a 79% occupancy rate and expects to close the sum-
mer season wit an estimated 80%. It is said that these
figure represent a 10% increase over last summer. The
October and November occupancy projection is presently
estimated to be between 85 and 95%.
* The Condado Beach Hotel expects an average an average 70%
occupancy rate for the month of September.
* The Hyatt Dorado Beach and Hyatt Regency Cerromar Beach
hotels have said to booked nearly solid for the month of
July and August. They have estimated a 60% occupancy for
the month of September, a 70% projection for October and a
78% occupancy for November.
* The San Juan Hotel and Casino has reported occupancy rates
between nearly 100% to 30%, this hotel was recently opened
to the public after having been through major restoration
at an estimated cost of 30 to 40 million dollars (22).
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The Normandie Hotel projected occupancy rates, when compared
to the local market rates appear to be realistic and attain-
able. From the above hotels, the Condado Plaza Hotel pre-
sents the most similar hotel quality and price range to that
of the Normandie.
Financial Analysis
The following is a breakdown of returns for the Puerto Rico
Special Partnership investor and the United States limited
partnership investor.
Discounted Return Measures
Puerto Rico
Special Partnership
United States
Limited Partnership
13.03%
($1,435,401)
22.23%
$495,816
Breakdown of IRR
Puerto Rico United States
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IRR
NPV @ 20%
Cash flow before taxes 25.68% 17.78%
Tax shelter benefits 25.56% 59.05%
Futures 48.77% 23.16%
Totals 100.00% 100.00%
The Internal Rate of Return (IRR) is the rate of return that
equates the present value of the expected future cash flow to
the initial capital investment. It can also be stated as the
interest rate equivalent to the cash flow that the investor
will yield in addition to returning the original investment
cost. I used a 20% rate as the lowest acceptable rate of re-
turn on this particular investment. This rate reflects what
the investor has estimated to be his opportunity cost for
earning forgone in other investments, inflation for the di-
minishing purchasing power and the uncertainty of payment
risk. The time value of money is reflected in that 20% re-
turn. There is an implicit assumption that the cash proceeds
from the investment can be reinvested at the calculated
IRR. (23).
Net Present Value (NPV) of an investment represents the maxi-
mum amount an investor should pay for the opportunity of mak-
ing the investment. The rule of thumb is that if the calcu-
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lated present value is equal or greater than the investment
cost the decision rule is to invest. On the other hand, if
the calculated present value is less than the investment cost
the decision rule is rejected or modified since it will not
produce the required rate of return. Following these guide-
lines, one can see that the Puerto Rico hotel syndication, as
presently configured would not generate the required returns
and must be modified to do so.
The substantial difference between the returns of United
States limited partnerships and Puerto Rico's Special
Partnership is the result of a combined number of factors
such as limitation of allowable losses claimed by a partner,
long useful life for concrete structures, lengthy deprecia-
tion periods and lack of a substantial tax basis in the re-
cognition of cash distributions.
These factors which limit the returns to investors, are
responsible for the low internal rate of return and a nega-
tive net present value to Puerto Rico Special Partnership
investors.
The internal rate of return in this Special Partnership deal
is not sufficiently attractive to investors. As mentioned
before, hotels are vulnerable to economic recessions and
their success depends very much on the quality of the manage-
ment team. The first is an uncontrollable event, the second,
although controllable, is unpredictable, specially when dif-
ferences between management and unions occur. Additional
risks involved are the lack of liquidity, changing market
conditions, leverage risk, legislative risk, market risk and
the risk of a change in the investors' economic conditions.
Robert A. Lincoln and Lawrence Kolbe in their article on "The
Cost of Capital and Investment Strategy: Guidelines for
Successful Acquisiton", stated that for high risk industries,
leveraged hotel investment are considered to have a high lev-
el of risk, the investment should provide investors with
over a fifteen percent rate of return. Otherwise, the inves-
tor may just take his investment dollars elsewhere(24).
In this same article the authors state that the most reliable
guide to expected rates of returns is objective historical
data on rates of returns realized and risk borne by the
investors over a long period of time. They suggest that risk
return can be measured over a 25 to 50 year period. Unfortu-
nately this type of data is not available for the Puerto Rico
market; therefore applied the industry standard of 20% mini-
mum rate of return used in the United States for this type of
investment.
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Market Analysis
According to the Department of the treasury of Puerto Rico,
report on Basic Information on Tax Returns for Individuals,
in Puerto Rico, for the taxable year 1985, a total of 409,439
individuals filed income tax return. These are the ones re-
corded as filing on time. The report is based on net taxable
income to the individual.
The breakdown for those with a net taxable income of over
$30,000 is as follows:
Net Taxable Income Number of Returns Filed
$ 30-33 m
33-40 m
40-50 m
50-60 m
60-75 m
75-90 m
90-100 m
100-150 m
150 m
8,082
9,137
5,976
2,479
1,637
678
247
467
216
Total 28,919
In Puerto Rico a net taxable income of $38,000 represents a
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tax bracket of 50%. This means that, without considering
those who filed late, the actual amount of qualified inves-
tors is less than 20,000 individual taxpayers.
There are two implications to this observation. One is that
making this investment instrument a tax shelter may not re-
sult in huge tax losses for the Government of Puerto Rico as
they expected. Secondly, the number of individuals who can
actually benefit from this investment instrument, as a tax
shelter, is relatively small. Only 7% of the total popula-
tion which filed returns on time. However, due to tax
evasion, these figures can be considered a reliable measure-
ment of the potential market for investors in special part-
nerships. In addition this could imply that the manner in
which the law was approved, only a limited number of offer-
ings will have qualified investors to go after.
The investment characteristics of investors who invest in
real estate securities must be considered. In a study
reported in the American Real Estate and Urban Economic
Journal, the author demonstrated that an individual who
invests in real estate differs in a predictable way from
those who invest in other assets. He concluded that inves-
tors tend to specialize in real estate securities if they own
municipal bonds, perceived higher information cost for rental
properties than for real estate securities and have higher
confidence in their investment selection. (7) In assessing
the market for special partnerships, it would be interesting
to look at the total individual purchases for municipal
bonds of all the investment houses in Puerto Rico. In
analyzing these figures, one must take into consideration
that these will not reflect accounts opened off the island
to avoid taxes.
In making his investment decision, an investor must consider
alternative investment instruments, with similar maturities.
At the present time, yields on securities with similar matu-
rities are: (25)
Baa Municipal Bonds 7.70%
BBB Corporate Bonds 9.50%
CDs 8.00%
Zero Coupon Bonds 8.09%
The investors investment needs will also come into play in
the decision process. The degree of risk the investor is
willing to take will be a major determinant. Returns are
tied to the degree of risk inherent in the investment.
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CONCLUSION
The Government of Puerto Rico is presently confronted with
the challenge of finding effective ways to promote the devel-
opment of local enterprises. This urgent need results from
the possibility of the phase-out by the Federal Government of
the 936 tax credit program. In light of the circumstances,
the Government of Puerto Rico has quickly moved toward the
development of tax legislation which will help pave the way
for the future.
In June 1985, the Governor of Puerto Rico signed into law a
Bill which provides preferential tax treatment to partners in
a special partnership if they invest in land development,
construction, rehabilitation of buildings and structures,
sales and rental of buildings, agriculture, manufacturing,
export of services and goods, tourism, and film production.
The intent of the Law was to stimulate capital investment
which at the same time promote economic development, hence
employment. This would result from repealing the double
taxation imposed on existing partnerships.
The law was not a copy of the proven, matured United States
limited partnership law. Instead, the wheel was reinvented
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and most of the tax benefits were done away with even before
they were even tried out.
Perhaps by limiting tax benefis, Puerto Rico tried to be a
step ahead of the United States. At the present time, four
different tax reforms are being considered for approval, all
of which have provisions reducing and in some cases elimina-
ting, tax benefits. If in fact this is the case, the Govern-
ment of Puerto Rico has failed to consider that the needs of
the United Sates are very different to the needs of Puerto
Rico. The Federal government has used tax legislation to
promote and to control investment activities, each at their
right time.
The United States has provided the investor with sufficient
benefits to promote investments. For example, in 1981, by
reducing the depreciation schedule from 44 years to 15 years,
a 123% increase in tax benefits occurred. This, of course,
promoted immediate capital formation.
Puerto Rico should learn a lesson from the United States
experience. In order to promote capital formation to be
invested in any designated industry, it must first provide
investors with adequate returns. The government must not
only consider the consequences on the market this law will
have, but also plan ahead as to how they may modify it should
there be a need to do so. In an effort to increase returns
to investors, Puerto Rico may be faced with dramatic rent
increases. In a recent article published in el "Dia", the
president of the House of Representatives wanted to encourage
new legislation to remove rent control in the San Juan -
Santurce area. The Santurce area is of great interest to
developers these days.
The government must also attempt to prevent obsolescence by
providing investment tax credits. These not only work as
tax shelters, they also assist us in keeping up with the
state of the art in technological improvements.
The Hotel deal, structured to be syndicated under the limited
partnership laws and the special partnership law, showed an
internal rate of return to the investor of 12.14% vs a 22.28%
return for the United States partnerships.
These returns will not improve unless the following provi-
sions are made:
1. Provide shorter useful life of all structures and
buildings,
2. Allow for accelerated depreciation,
3. Allow for the use of investment tax credits,
4. Repeal the 50% net taxable income limit on loss
recognition, and
5. Allow for the inclusion of the partner's share of non-
recourse debt in calculating taxes on cash distribu-
tions
In making any investment analysis, the investor will not only
look at the short term benefits, but will also analyze what
the return really means. He will consider the length of his
holding period and the risk he is exposed to. After consid-
ering these and other factors the investor is going to look
at comparable investments. If the Government is going to com-
pete for investment funds it must provide competitive
returns. As proven, returns are just not there to justify the
investment.
The Department of the Treasury of Puerto Rico has been is-
suing rulings on a case by case basis allowing accelerated
depreciation for low income housing projects and shopping
centers. This action is contradictory to the governments
initial position, yet it reflects their realization that
what they have approved will not serve to meet the intent
they were set out to accomplish.
Approving accelerated depreciation alone will not signifi-
cantly improve the attractiveness of a syndication to po-
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tential investors. Investment tax credits must also be
approved even if it is on a region by region basis. But the
way to solve this problem is not by issuing rulings on a case
by case basis. The law must be amended.
Syndications have proven to be a great capital market for
developers and an important means of capital investment in a
the United States. But syndicators need to offer attractive
returns to investors in order to attract capital for invest-
ment and assist developers obtain financing for their proj-
ects.
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NORMANDIE HISTORIC LIMITED PARTNERSHIP
PROJECTED NET OPERATING INCOME BEFORE DEBT SERVICE AND DEPRECIATION
NORMANDIE HOTEL
TOTAL HOTEL ROOMS -
AVAILABLE ROOMS -
190
69,350
FOR THE FIRST 10 YEARS OF OPERATIONS
PERCENT OF OCCUPANCY
OCCUPIED ROOMS
AVERAGE ROOM RATE
TOTAL SALES
ROOMS DEPARTMENT:
Revenues
Expenses -
Payroll and related
Other expenses
Total Expenses
Department Income (Loss)
FOOD DEPARTMENT:
Revenues
Expenses
Cost of food
Payroll and related
Other expenses
Total Expenses
Department Income (Loss)
BEVERAGE DEPARTMENT:
Revenues
Expenses -
Cost of beverage
Payroll and related
Other expenses
Total Expenses
Department Income (Loss)
FIRST YEAR SECOND YEAR THIRD YEAR FOURTH YEAR FIFTH YEAR
AMOUNT
55.0%
38,143
$82.00
$5,326,904
3,127,685
656,814
437,876
1,094,690
2,032,995
1,094,690
415,982
525,451
87,575
1,029,008
65,681
656,814
164,203
229,885
65,681
459,770
197,044
AMOUNT
62.0%
42,997
$88.00
$6,428,312
3,783,736
794,585
529,723
1,324,308
2,459,428
1,324,308
503,237
635,668
105,945
1,244,849
79,458
794,585
198,646
278,105
79,458
556,209
238,375
AMOUNT
65.0%
45,078
$94.00
$7,199,002
4,237,285
889,830
593,220
1,483,050
2,754,235
1,483,050
563,559
711,864
118,644
1,394,067
88,983
889,830
222,457
311,440
88,983
622,881
266,949
AMOUNT
70.0%
48,545
$101.00
$8,312,197
4,903,045
1,029,639
686,426
1,716,066
3,186,979
1,716,066
652,105
823,712
137,285
1,613,102
102,964
1,029,639
----------
257,410
360,374
102,964
720,748
308,892
AMOUNT
75.0)
52,013$105.00
$9,255,515
5,461,313
1,146,876
764,584
1,911,459
3,549,853
1,911,459
726,355
917,501
152,917
1,796,772
114,688
1,146,876
286,719
401,406
114,688
802,813
344,063
SIXTH YEAR SEVENTH YEAR EIGHT YEAR
AMOUNT
80.0%
55,480$109.00
$10,236,466 1
6,047,320
1,269,937
846,625
2,116,562
3,930,758
2,116,562
----------
804,294
1,015,950
169,325
1,989,568
126,994
1,269,937
317,484
444,478
126,994
888,956
380,981
AMOUNT
82.0%
56,867$113.00
$10,877,214
6,425,971
1,349,454
899,636
2,249,090
4,176,881
2,249,090
854,654
1,079,563
179,927
2,114,144
134,945
1,349,454
337,363
472,309
134,945
944,618
404,836
AMOUNT
82.0%
56,867$118.00
$11,361,068 $
6,710,306
1,409,164
939,443
2,348,607
4,361,699
2,348,607
892,471
1,127,331
187,889
2,207,691
140,916
1,409,164
352,291
493,207
140,916
986,415
422,749
NINTH YEAR TENTH YEAR
AMOUNT
82.0%
56,867$123.00
11,835,038
6,994,641
1,468,875
979,250
2,448,124
4,546,517
2,448,124
930,287
1,175,100
195,850
2,301,237
146,887
1,468,875
----------.
367,219
514,106
146,887
1,028,212
440,662
AMOUNT
82.0%
56,867$128.00
$12,309,282
7,278,976
----------
1,528,585
1,019,057
2,547,642
4,731,334
2,547,642
968,104
1,222,868
203,811
2,394,783
152,858
1,528,585
----------
382,146
535,005
152,858
1,070,009
458,575
(EXHIBIT 1)
OTHER SALES:
Telephone
Laundry and other
Total
Expenses
Department Income (Loss)
RENTAL OF FACILITIES:
Parking
Discoteque
Stores
Banquet rooms(inc.in food)
Total
Expenses
Department Income (Loss)
GROSS OPERATING INCOME
UNALLOCATED EXPENSES:
Administrative and general
Advertising and promotion
Utilities
Repairs and maintenance
Management fees
Total Unallocated Expenses
NET OPERATING INCOME BEFORE
DEBT SERVICE
Debt Coverage Ratio
* dcr=noi/ds
Break Even Point
** bep=oper expen+debt ser/gross poss inc
104,465
116,037
220,502
158,417
62,085
57,214
150,000
20,000
0
227,214
56,050
171,164
2,528,969
501,262
109,469
308,703
191,769
213,076
1,324,278
126,377
140,377
266,753
188,839
77,915
66,430
172,500
20,000
0
258,930
64,751
194,179
3,049,356
604,904
132,431
373,455
321,416
257,132
1,689,338
$1,204,692 $1,360,018
0.9
0.58
141,525
157,203
298,729
211,474
87,254
71,734
198,375
20,000
0
290,109
71,051
219,058
3,416,479
677,426
148,305
418,220
359,950
287,960
1,891,861
163,762
181,903
345,665
244,701
100,964
79,570
218,213
20,000
0
317,782
78,520
239,262
3,939,061
782,178
171,607
483,931
415,610
332,488
2,185,813
182,408
202,615
385,023
272,563
112,459
87,811
240,034
23,000
0
350,845
86,621
264,224
4,385,286
870,944
191,146
539,032
462,776
370,221
2,434,118
201,980
224,356
426,336
301,810
124,526
96,475
256,836
23,000
0
376,311
94,366
281,945
4,845,204
963,251
211,656
596,870
511,823
409,459
2,693,060
214,627
238,404
453,031
320,707
132,324
101,853
274,815
23,000
0
399,668
99,929
299,739
5,148,725
1,023,546
224,909
634,243
543,861
435,089
2,861,647
224,124
248,952
473,077
334,898
138,179
104,909
288,555
26,450
0
419,914
103,614
316,300
5,379,843
1,069,077
234,861
662,307
568,053
454,443
2,988,741
233,621
259,501
493,122
349,089
144,034
108,056
295,769
26,450
0
430,275
106,539
323,737
5,601,837
1,113,677
244,812
690,371
591,752
473,402
3,114,014
$1,524,618 $1,753,248 $1,951,169 $2,152,144 $2,287,078 $2,391,103 $2,487,823 $2,584,683
1.1
0.64
1.3
0.68
1.4
0.71
1.5
0.74
1.6 1.7 1.8 1.9
0.76 0.75 0.75 0.74
243,118
270,050
513,168
363,279
149,889
111,298
303,163
26,450
0
440,911
109,547
331,364
5,824,021
1,158,303
254,764
718,435
615,464
492,371
3,239,338
0.63
(EXHIBIT 2)
Sources
Cash Flow from Operations
Add L. Partner Contribution
Add Construction Loan
Add Permanent Mortgage
Total Sources
Construction FIRST YEAR
Period AMOUNT
0 1,204,692
4,174,341
12,523,023
12,523,023
16,697,364 13,727,715
SECOND YEAR THIRD YEAR FOURTH YEAR FIFTH YEAR SIXTH YEAR SEVENTH YEAR EIGHT YEAR NINTH YEAR TENTH YEAR
AMOUNT AMOUNT AMOUNT AMOUNT AMOUNT AMOUNT AMOUNT AMOUNT AMOUNT
1,360,018 1,524,618 1,753,248 1,951,169 2,152,144 2,287,078 2,391,103 2,487,823 2,584,683
1,360,018 1,524,618 1,753,248 1,951,169 2,152,144 2,287,078 2,391,103 2,487,823 2,584,683
USES
Acquisition-Bldg
Acquisition-Land
Improvements-Real
Improvements-Personal
Points-Construction Loan
Points-Perm. Loan
Organization Cost
Syndication Professional
Pay Off Construction Loan
Debt Service of Perm. Mgt.
Asset Replacements
Working Capital Reserve
Pre-Operating Expenses
Construction Interest
Shortfall reserve
Total Applications
Cash Flow Bef Equity Contr
Equity Contrib by L.P.
L.P. Cumm Equity Contr
Cash Flow After Equity Contr
1,050,000
1,050,000
8,025,600
1,636,280
375,691
1,072,454
751,381
190,000
1,502,763
1,043,195
16,697,364
0
4,174,341
0
L.P Priority 8%
Distributed Cash Flow 0
Total L.P Cash 0
375,691
12,523,023
1,392,134
106,538
190,000
14,587,386
(859,671)
859,671
5,034,012
0
333,947
0
1,392,134 1,392,134 1,392,134 1,392,134 1,392,134 1,392,134 1,392,134 1,392,134 1,392,134
128,566 143,980 166,244 185,110 307,094 326,316 340,832 355,051 369,278
1,520,701
(160,682)
160,682
5,194,695
0
402,721
0
1,536,114
(11,497)
11,497
5,206,191
0
1,558,378
194,870
0
5,206,191
194,870
1,577,245
373,924
0
5,206,191
373,924
415,576 221,625 42,571
0 194,870 373,924
1,699,228
452,916
0
5,206,191
452,916
0
452,916
1,718,451
568,627
0
5,206,191
568,627
1,732,966
658,136
0
5,206,191
658,136
0 0
568,627 658,136
1,747,185
740,637
0
5,206,191
740,637
0
740,637
1,761,413
823,270
0
5,206,191
823,270
0
823,270
0 194,870 373,924 452,916 568,627 658,136 740,637 823,2700 0
Breakdown of Total Project Cost
Uses of Funds
Construction Cost
Land
F.F.& E. 6,500
Architecture & Interiors
Legal Fees & D.D.
Consulting Fees
Financial Fees
Permits & Licenses
Working Capital
Pre Operating Expenses
Construction Interest
Construction Points
Shortfall Reserve
Syndication Fees
5.00%
3.00%
2.00%
4.00%
(EXHIBIT 2A)
Rooms - 190
8,025,600
2,100,000
1,235,000
401,280
340,818
227,212
454,424
50,000
190,000
12.00% 1,502,763
3.00% 375,691
7.00% 1,043,195
15,945,983
18.00% 751,381
16,697,364
Mortgage Amortization Schedule
Loan Amount
Interest Rate
Term
Amortization
Mortgage Payment
Year
Activity
Loan Balance
12,523,023
10.25%
10
25
1,392,134
1
CONSTRUC
12,523,023
points
2
OPERAT
12,414,499
3
OPERAT
12,294,850
(EXHIBIT 2B)
6.00%
751,381
4
OPERAT
12,162,938
5
OPERAT
12,017,505
6
OPERAT
11,857,165
7
OPERAT
11,680,390
8
OPERAT
11,485,496
9
OPERAT
11,270,625
10
OPERAT
11,033,730
11
OPERAT
10,772,553
1,392,134 1,392,134 1,392,134 1,392,134 1,392,134 1,392,134 1,392,134 1,392,134 1,392,134 1,392,134
1,283,610 1,272,486 1,260,222
108,524 119,648 131,912
1,246,701 1,231,794 1,215,359 1,197,240
145,433 160,340 176,775 194,894
1,177,263
214,871
1,155,239 1,130,957
236,895 261,177
Payment
Interest
Principal
Projected Statement of Taxable Income -- For US Partnership
Construction FIRST YEAR SECOND YEAR THIRD YEAR FOURTH YEAR FIFTH YEAR
Period AMOUNT AMOUNT AMOUNT AMOUNT AMOUNT
SIXTH YEAR SEVENTH YEAREIGHT YEAR NINTH YEAR TENTH YEAR
AMOUNT AMOUNT AMOUNT AMOUNT AMOUNT
Cash Flow from operations
Incentive Management Fee
Interest Expense First Mgt.
Amortization
Depreciation
Legal Fees
Consulting Fees
Financial Fees
Architect-Interior Fees
Pre-Operating Expense
Construction Interest
Permits -Licenses
Syndication Fees
0 1,204,692
120,469
1,283,610
1,699,148
441,175
190,000
1,360,018
136,002
1,272,486
1,699,148
441,175
1,524,618
152,462
1,260,222
1,699,148
441,175
1,753,248
175,325
1,246,701
1,699,148
441,175
1,951,169
195,117
1,231,794
1,699,148
441,175
2,152,144
215,214
1,215,359
150,276
441,175
2,287,078
228,708
1,197,240
150,276
441,175
2,391,103
239,110
1,177,263
150,276
441,175
2,487,823
248,782
1,155,239
150,276
441,175
2,584,683
258,468
1,130,957
150,276
441,175
Total Expenses 190,000 3,544,402 3,548,811 3,553,007 3,562,349 3,567,235 2,022,025 2,017,399 2,007,825 1,995,473 1,980,877
Taxable Income (190,000) (2,339,711) (2,188,793) (2,028,390) (1,809,101) (1,616,066) 130,119 269,679 383,278 492,350 603,806
Projected Net Benefits
Limited Partner Contribution
Tax @ 50%
Add Investment Tax Credit
Add Cash Distribution
TotaL Benefits
Net Benefits
Cunmulative Net Benefits
4,174,341
95,000
217,003
0
312,003
(3,862,338)
(3,862,338)
859,671
1,169,855
217,003
0
1,386,858
527,187
(3,335,151)
160,682
1,094,397
217,003
0
1,311,399
1,150,717
(2,184,434)
11,497
1,014,195
217,003
0
1,231 , 198
1,219,701
(964,733)
0
904,551
217,003
194,870
1,316,423
1,316,423
351,690
0
808,033
217,003
373,924
1,398,960
1,398,960
1,750,650
0
(65,060)
217,003
452,916
604,859
604,859
2,355,509
0
(134,840)
217,003
568,627
650,791
650,791
3,006,300
0
(191,639)
217,003
658,136
683,500
683,500
3,689,800
0
(246,175)
217,003
740,637
711,465
711,465
4,401,265
0
(301,903)
217,003
823,270
738,370
738,370
5,139,635
(EXHIBIT 3)
Projected Statement of Taxable Income --for PR Partnership
Construction FIRST YEAR SECOND YEAR
Period AMOUNT AMOUNT
THIRD YEAR FOURTH YEAR
AMOUNT AMOUNT
FIFTH YEAR SIXTH YEAR SEVENTH YEAEIGHT YEAR NINTH YEAR TENTH YEAR
AMOUNT AMOUNT AMOUNT AMOUNT AMOUNT AMOUNT
Cash Flow from Operations
Incentive Management Fee
Interest Expense First Mgt.
Amortization
Depreciation
Legal Fees
Consulting Fees
Financial Fees
Architect-Interior Fees
Pre-Operating Expense
Construction Interest
Permits -Licenses
Syndication Fees
0 1,204,692
120,469
1,283,610
340,818
227,212
454,424
0
190,000
1,502,763
50,000
751,381
1,360,018
136,002
1,272,486
1,524,618
152,462
1,260,222
1,753,248
175,325
1,246,701
1,951,169
195,117
1,231,794
2,152,144
215,214
1,215,359
2,287,078
228,708
1,197,240
2,391,103
239,110
1,177,263
2,487,823
248,782
1,155,239
2,584,683
258,468
1,130,957
302,520 302,520 302,520 302,520 302,520 302,520 302,520 302,520 302,520 302,520
Total Expenses 3,516,598 1,706,599 1,711,008 1,715,204 1,724,546 1,729,431 1,733,094 1,728,468 1,718,894 1,706,541 1,691,946
Taxable Income (3,516,598) (501,907) (350,990) (190,586) 28,702 221,737 419,050 558,610 672,209 781,282 892,738
Projected Net Benefits
Limited Partner Contribution
Tax @ 50%
Add Investment Tax Credit
Add Cash Distribution
Total Benefits
Net Benefits
CummuLative Net Benefits
4,174,341 859,671 160,682 11,497 0 0 0 0 0 0 0
1,758,299 250,954 175,495 95,293 (14,351) (110,869) (209,525) (279,305) (336,105) (390,641) (446,369)
0 0 0 0 194,870 373,924 452,916 568,627 658,136 740,637 823,270
1,758,299
(2,416,042)
(2,416,042)
250,954
(608,718)
(3,024,760)
175,495
14,813
(3,009,947)
95,293
83,797
(2,926,151)
180,519
180,519
(2,745,632)
263,055
263,055
(2,482,576)
243,391 289,322 322,032 349,997
243,391 289,322 322,032 349,997
(2,239,186)(1,949,864)(1,627,832)(1,277,835)
376,902
376,902
(900,933)
(EXHIBIT 4)
Depreciation Schedule -- for PR Partnership
FIRST YEAR SECOND YEAR THIRD YEAR
AMOUNT AMOUNT AMOUNT
247,000 247,000 247,000
19,773 19,773 19,773
302,520 302,520 302,520
569,293 569,293 569,293
FIFTH YEAR
AMOUNT
247,000
19,773
302,520
569,293
SIXTH YEAR SEVENTH YEAREIGHT YEAR
AMOUNT AMOUNT AMOUNT
FOURTH YEAR
AMOUNT
247,000
19,773
302,520
569,293
19,773
302,520
322,293
19,773
302,520
322,293
Schedule -- for US Partnership
FIRST YEAR SECOND YEAR THIRD YEAR
AMOUNT AMOUNT AMOUNT
247,000 247,000 247,000
19,773 19,773 19,773
882,350
1,149,123
796,566
1,063,339
719,122
985,895
FOURTH YEAR
AMOUNT
247,000
19,773
649,207
915,981
FIFTH YEAR
AMOUNT
247,000
19,773
586,090
852,863
SIXTH YEAR SEVENTH YEAR EIGHT YEAR
AMOUNT AMOUNT AMOUNT
19,773
529,109
548,882
19,773
477,668
497,441
19,773
431,228
451,001
(EHIBIT 6)
NINTH YEAR
AMOUNT
19,773
389,303
409,076
19,773
302,520
322,293
Real Propert
F F & E
Constr Point
Straight Lin
Basis
9,075,600
1,235,000
375,691
302,520
Total
TENTH YEAR
AMOUNT
(EXHIBIT 5)
NINTH YEAR
AMOUNT
19,773
302,520
322,293
19,773
302,520
322,293
3,025,200
4,457,932
Depreciation
Basis
9,075,600
1,235,000
375,691
441,175
9.72%
Total
TENTH YEAR
AMOUNT
19,773
351,454
371,227 7,244,829
Calculation of Sale
Gross Rental Income
Less Operating Expenses
Real Estate Taxes
Management Fee
Net Income Before D.S.
Sales Price @ 10% Cap. Rate
Less Disposition Cost 5%
Net Sales Price
Less Mortgage Balance
Cash Available
Less L.P. Priority 8%
Balance
Distribution
G.P.
L.P.
Total L.P. Cash
Total G.P. Cash
Tax upon Sale
Contrib
Income (Loss)
Cash Flow
Cash Upon Sale
Taxable Gain
Total Tax @ 20%
Net Cash
United States
5,824,021
3,239,338
2,584,683
25,846,832
1,292,342
24,554,490
11,033,730
13,520,761
(255,328)
13,265,433
10% 1,326,543
90% 11,938,890
12,194,217
1,326,543
L.P.
5,206,191
(8,292,828)
3,812,381
12,194,217
19,093,236
3,818,647
8,375,570
(EXHIBIT 8)
Breakdown of IRR -- for US Partnership
Limited Partners
Cash Flow Before Taxes
Actual Discounted
Tax Shelter Benefit Futures
Actual Discounted Actual Discounted
Total
Actual Discounted
0 95,000
0 1,169,855
0 1,094,397
0 1,014,195
71,437 904,551
112,149 808,033
111,138 (65,060)
114,159 (134,840)
108,102 (191,639)
99,531 (246,175)
90,517 (301,903)
77,725
783,074
599,350
454,425
331,596
242,348
(15,965)
(27,071)
(31,477)
(33,082)
(33,194) 8,375,570
95,000
1,169,855
1,094,397
1,014,195
1,099,421
1,181,957
387,856
433,788
466,497
494,462
920,876 8,896,937
707,032 2,347,728 920,876 3,975,636
17.78% 59.05% 23.16%
Year
Construction
(EXHIBIT 9)
2
3
4
5
6
7
8
9
10
Total
0
194,870
373,924
452,916
568,627
658,136
740,637
823,270
Percent
77,725
783,074
5991350
454,425
403,032
354,497
95,174
87,088
76,624
66,448
978,199
100.00%
Calculation of Sale -- for PR Partnership
(EXHIBIT 10)
Net Setling Price
Book Value
Gain on Sale
Tax Exclusion 60%
Taxable Capital Gain
Cap. Gain Tax
Net Selling Price
less Cap. Gain Tax
less Mortg. Balance
Net Cash to Seller
LP's Prefered 8%
Available for Distrib
90% Limited Partners
10% General Partner
Total LP Distribution
24,554,490
6,228,359
18,326,132
10,995,679
7,330,453
3,665,226
24,554,490
(3,665,226)
(11,033,730)
9,855,534
(255,328)
9,600,207
8,640,186
960,021
8,895,514
Breakdown of IRR -- for PR Partnership
Limited Partners
Cash Flow Before Taxes
Actual Discounted
Tax Shelter Benefit
Actual Discounted
Futures Total
Actual Discounted Actual Discounted
1,758,299 1,555,653
250,954 196,442
175,495 121,541
95,293 58,390
(14,351) (7,780)
(110,869) (53,178)
(209,525) (88,915)
(279,305) (104,867)
(336,105) (111,649)
(390,641) (114,809)
(446,369) (116,068) 9,796,133
1,334,760
25.56%
2,547,265
1,758,299
250,954
175,495
95,293
180,519
263,055
243,391
289,322
322,032
349,997
10,173,034
1,555,653
196,442
121,541
58,390
97,864
126,173
103,287
108,628
106,974
102,864
2,645,270
2,547,265 5,223,086
48.77% 100.00%
Year
Construction
1
(EXHIBIT 11)
0
194,870
373,924
452,916
568,627
658,136
740,637
823,270
Total
Percent
0
105,644
179,351
192,202
213,495
218,623
217,673
214,073
1,341,060
25.68%
Internal Rate of Return -- for PR Partnership
Year
LTD Partners
LTD Partner's Equity Contr
Capit. Gain on Distribution
Total Benefits After Tax
Cash proceeds from sale AT
Net Present Value @ 20%
Internal Rate of Return
0
----------- -.
(4,174,341)
0
(4,174,341)
(1,435,401)
13.03%
Internal Rate of Return - - for US Partnership
Year 0 construction
LTD Partners ----------- -----------
LTD Partner's Equity Cont (4,174,341)
Capit. Gain on Distributi 0 0
Total Benefits After Tax 312,003
Cash proceeds from sale AT
(4,174,341) 312,003
Net Present Value @ 20%
Internal Rate of Return
CONSTRUC 1 2 3 4 5 6 7 8 9 10
......... ........... ........... ........... ........... ........... .......................
(859,671) (160,682) (11,497) (0) (0) (0) (0) (0) (0) (0)
0 0 0 0 0 0 (54,900) 0 0 0 0
1,758,299 250,954 175,495 95,293 180,519 263,055 243,391 289,322 322,032 349,997 376,902
8,895,514
1,758,299 (608,718) 14,813 83,797 180,519 263,055 188,491 289,322 322,032 349,997 9,272,415
(EXHIBIT 7)
1 2 3 4 5 6 7 8 9 10
---------------------- 
----------- ----------- 
---------- .
-. - --
(859,671) (160,682) (11,497) (0) (0) (0) (0) (0) (0) (0)
0 (3,081) 0 0 0 0 0 0 0 0
1,386,858 1,311,399 1,231,198 1,316,423 1,398,960 604,859 650,791 683,500 711,465 738,370
8,375,570
527,187 1,147,636 1,219,701 1,316,423 1,398,960 604,859 650,791 683,500 711,465 9,113,940
495,816
22.23%
(EXHIBIT 12)
Adjusted Tax Basis for Limited Partner's on Loss Recognition
Year CONSTRUC 1 2
Percentage share of
nonrecourse debt 125,230 124,145 122,949
Contribution 41,743 8,597 1,607
Cash Distribution 0 0 0
Loss or gain (35,166) (5,019) (3,510)
Adjusted Tax Basis 131,808 134,300 131,200
Required Net Taxable Income 70,332 10,038 7,020
(EXHIBIT 13)
3
121,629
115
0
(1,906)
128,090
3,812
4
120,175
0
1,949
287
124,974
(574)
5
118,572
0
3,739
2,217
121,849
(4,435)
6
116,804
0
4,529
4,191
119,743
(8,381)
7 8 9 10
114,855 112,706 110,337 107,726
0 0 0 0
5,686 6,581 7,406 8,233
0 6,722 7,813 95,329
112,108 110,100 108,137 192,622
Adjusted Bases for Limited Partner's on Cash Distributions (EXHIBIT 14)
Contribution 41,743 8,597 1,607 115 0 0 0
Gain (Loss) (35,166) (5,019) (3,510) (1,906) 287 2,217 4,191
Cash Distributions 0 0 0 0 (1,949) (3,739) (4,529)
-------------------------- ------------------------------------------------------------------------------------
Adjusted Tax Basis 6,577 10,155 8,252 6,461 4,799 3,278 2,939
Capital Gain Taxes 0 0 0 0 0 0 0
0
0
(5,686)
0
6,722
(6,581)
0 141
(549) 0
0
7,813
(7,406)
406
0
0
95,329
(8, 233)(8,233)---------------- (y)
87, 503
0
